
Ie

~ - The model calculates income taxes at the federal corporate rate of 34
percent automatically. I believe that whether the cable entity itself pays taxes, or the tax
burden is passed through to the system's owner in the form of a partnership or other structure,
income taxes are a cost of doing business that should be recovered. The model uses a stand­
alone approach to calculating taxes.

Expense Allocation

The next step in the process is the allocation of the expenses to the correct
service category. Costs that directly relate to a category (basic programming expense to the
basic category) are directly assigned. Where expenses are not directly assigned, an allocation
method is used (in some cases direct allocations are made to two or more categories). The
worksheet provides for two allocation methodologies:

a. Allocation based on relative proportion of revenue per service

b. Allocation based on subscribers

The expense category Program-Basic has been directly allocated to the basic
program revenue category. If a CPS tier exists, the Basic Program expense would be allocated
between the two services based on subscriber weighted channels. This is appropriate because,
in most cases, the program expense is paid on a per-subscriber basis. The Program-Pay
expense is also directly allocated to the pay program revenue category. If records for pay-per­
view expenses are available, they would also be placed in this category.

I have allocated the Operations expense category primarily to the Basic Service
Category. The reason for this allocation is that network operations and maintenance are not
performed on a per-channel basis. Cable networks are maintained and operated in totality and
I believe the correct allocation of operation and maintenance expenses should be based on the
total network constructed to deliver basic service. This produces an allocation which reflects
the actual requirement to maintain and operate the network.

I have allocated the Marketing expense category based on the proportional
revenue obtained from any singular service category. This allocation, based on revenue,
produces an economic allocation which properly reflects the value of the marketing expense to
the cable television system.

The General and Administrative expense is allocated based on the number of
subscribers in each service category. Because many of the items included in the General and
Administrative category are subscriber related (billing, customer service, etc.), I have
determined that an allocation based on subscribers is most representative of the value of this
service to the system.

The Corporate expense category is similar to General and Administrative.
Corporate expenses include management expenses, and legal and accounting expenses.
Because these are services applied evenly throughout the system, I believe the best
representation of value is a distribution via subscribers.

The Depreciation and Amortization expenses are allocated directly. I assume
that most operators will allocate these expenses largely to basic services. The FCC has used
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this "building block" approach in its treatment of equipment charges in its benchmark
calculations, and I think it is appropriate to allocate the depreciation of tangible assets largely
to the basic service that all subscribers must obtain (by Congressional mandate) before taking
any other services. Similarly, amortization expenses (which largely represent the deferred
start-up costs that cable operators incur before revenues are sufficient to cover expenses) are
appropriately allocated to basic service.

Rate Base

The next item to be calculated is the rate base. The major rate base item is the
cable television system physical plant. In addition, cable plant under construction (and
budgeted for construction within the next 12 months), deferred start-up costs, and the interest
expense of carrying all these costs (including construction costs before depreciation is actually
recovered) are included. Deferred start-up costs include the unrecovered costs of beginning
operations, as well as early-year operating losses that are not covered by revenues in those
years. It is appropriate to include all of these deferred costs in the rate base and then amortize
them over the life of the investment cycle because the cable operator must raise enough money
prior to beginning construction to cover these early-year losses. In addition, the money raised
by the operator must be sufficient to cover interest payments on both construction costs and
deferred start-up costs, until the system has revenues large enough to begin contributing
toward a return on investment. Accumulated deferred income taxes, customer deposits, and a
working capital allowance can be entered when appropriate. Because most cable operators
charge for cable service in advance, I have not included a separate category for working capital.
While an extensive lead-lag study could be performed, I believe it would show working capital
to be near break-even These items are calculated as follows:

~ Television Physical Plant: The typical measure of tangible asset value
(for cost of service) is original cost. Where the existing operator has built (or rebuilt) the
system, its recorded costs of construction are entered here. For many cable systems, however,
this information simply does not exist. Because of record keeping, rebuilds, reconstructions and
upgrades, the original cost standard may be an inadequate and inaccurate measure of plant
value in these cases. In cases where accurate information exists it should be used. In addition,
where the system has been acquired, original cost data will generally be unavailable. In these
cases, I suggest utilizing reproduction cost new, less depreciation, as the primary element in
the rate base. Reproduction cost new, less depreciation, measures the cost required to
reproduce the existing facility in substantially its present form at current price levels.

I have constructed a model which allows for the input of system specific
information (number of channels, miles of plant, aerial or underground, homes passed, and a
cost factor based on whether the system is operating in an urban, rural or suburban
community). Using these factors, I have relied on my lengthy experience in cable television
consulting to build a model that reflects the average cost of constructing that cable system on
the date the system was acquired. The reproduction cost new is intended to reflect average
costs to construct different types of systems. A system's actual construction cost may vary from
the average. I then depreciate that reproduction cost on a straightline, 12-year basis to reflect
its average age.

I have estimated the average useful economic life of cable plant to be 12 years.
Included in the definition of plant are the actual cable used for signal transmission, drop cable
to the customer premises, plant electronics (actives and passives), strand, pedestals, conduit,
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headend equipment, satellite earth stations, television antennae and assorted furniture,
fixtures, and equipment necessary for operating a cable television system. Some plant lasts
longer than 12 years, and some plant lasts for shorter periods of time. The factors contributing
to the useful economic life of plant include geographic location, whether or not the plant is
aerial or underground, and construction quality. Other factors include those related
technological obsolescence. Based on my experience with a wide variety of systems, 12 years is
the average useful economic life of a cable television system properly maintained.

Cable Plant Under Construction: In addition to the plant listed above, cable
television plant under construction or planned for construction during the next 12 months
should be included in the rate base. Cable plant under construction should be valued at its cost
and entered into the rate base.

Deferred Start-up/Operating Costs: As noted above, cable television operations
typically require a period of years before revenues can be increased to the point where they
cover operating expenses and depreciation, and provide a return to investors (and repayment of
interest). Where a cable operator has constructed its own system and maintained records of
these deferred expenses, these numbers may be used. But where such records are not available
or where portions of the system have been acquired after construction, the model calculates
typical deferred start-up costs depending on the characteristics of the system. These factors are
based on my extensive background analyzing actual cable system operations. The variables
include the number of subscribers, system density, current penetration, miles of cable plant,
and average total revenue per subscriber. The model assumes a complete reconstruction of the
cable system and calculates losses until the break-even point is reached. The model adds an
interest component, based on a compounded prime rate, in recognition that these deferred costs,
as well as construction costs prior to recovery of depreciation, must be borrowed, and interest
must be paid until revenues begin to generate a return. In some cases the system being
examined will be beyond the break-even point and into profitability. In cases such as this the
model amortizes the total deferred costs over the economic life of the plant -- assumed to be 12
years after acquisition.

Return Rate: The next section is used to calculate the rate of return. I have
structured the rate of return to reflect the actual capitalization of the cable system. This is
accomplished through a weighted average cost of capital calculation. In this calculation the
cost of equity is weighted with the cost of debt to obtain the rate of return. By calculating the
rate of return based on the systems' actual capital structure, a measure of industry and system
risk is included. In developing the return for any company, it is critical to take into
consideration its specific risk factors. Within the cable industry different companies have
different risk levels by virtue of the areas they serve and the type of population they serve. For
purposes of example, I have included a default average blended return (debt and equity) of 15
percent in the model.
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Revenue Requirement & Comparison to Current Rates

The fmal worksheets calculate the revenue requirement based on operating
expenses, rate base and rate of return. Rate base is multiplied by the rate of return.
Allocated operating and depreciation expense are added. Bad debt is added to the cost
based revenue requizement H the revenue requizement is higher than the actual revenue
for the service category, the cost f service is higher and the current rates could be raised.
If the revenue requirement is I r that the actual revenue, then the cost of service is
lower and the rate could be 10 ed.
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